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Abstract 
Much empirical research has already been conducted in order to analyze how speculation affects commodity and 
especially food prices. This paper examines the effects of speculation based on the most recent research. It is time to 
break with the innumerable studies examining the same material, yet always reaching different conclusions. 
Investigations using econometrics prove neither an influence of speculation on prices, nor the contrary. This paper 
explains however that speculation influences spot prices of commodities and food if it creates a significant excess 
demand over a significant time period. In this case speculation might be seen as harmful and unethical, why regulation 
should be discussed. 
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1. Introduction 
For some time now, there has been an intensive discussion about the effects of speculation with commodities, in 
particular with agricultural products. The following paper examines the effects of speculation based on the most recent 
research. The following questions will be addressed: Will futures prices and price volatility be influenced by speculation? 
Would that create false price signals, and if yes, what effects will that have? In specific will there be demand effects for 
the spot market prices, which would increase the living costs thus could be seen as unethical?  
2. What Empirical Evidence Do We Have About Speculation Influencing Markets? 
Many empirical studies show a relationship between speculation on futures markets and the price development of goods 
affected on the cash markets, as well as the volatility of prices for goods. Gilbert (2010) shows, for example, the 
relationship between index-based investments and the prices for foods, and uses it to explain the exorbitant price 
increases from 2007 to 2008. This connection, and the peak in food prices from 2010 to 2011, was also shown by Lagi, 
Yavni Bar-Yam, Betrand and Yaneer Bar-Yam (2011a) in a comprehensive model that included surveys for merchants 
and producers. These papers show that in their respective time frames, speculation caused prices to be about 50% above 
the level that would have been appropriate for the physical demand and supply. Their results have been checked by 
other researchers from Harvard University and the Federal Reserve Bank of Boston. Many other studies arrive at the 
same conclusions (Deutsche Bundesbank 2006; Gilbert 2010; Singleton 2011; Chilto 2012). Mayer (2009) points out 
the influence from various types of speculation on commodity prices.  
Pies (2012) offers a contradictory argument, namely that the prices for commodities also rose within the same time 
periods, yet they were not the object of index-fund speculation or even traded on futures markets. Unfortunately, Pies 
does not offer proof of this assertion, nor does he name what commodities he used. It cannot be concluded from this 
however, that there was no effect from index speculation until long-term correlations between these commodities have 
been examined, eliminating phenomena such as a price transfer substituting non-indexed commodities for indexed 
commodities (cross-price elasticity). There are also investors who speculate on increasing commodity prices outside of 
index funds, thus buying non-indexed commodities forward or investing in long futures. 
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In a study from 2009 the United States Permanent Subcommittee on Investigations, concluded that from 2006 to 2008 
investments in index funds inflated grain futures prices in relation to the spot prices on the Chicago stock market (Levin 
& Coburn, 2009). 
“This Report finds that there is significant and persuasive evidence to conclude that these commodity index traders, in 
the aggregate, were one of the major causes of “unwarranted changes”—here, increases—in the price of wheat futures 
contracts relative to the price of wheat in the cash market. The resulting unusual, persistent, and large disparities 
between wheat futures and cash prices impaired the ability of participants in the grain market to use the futures market 
to price their crops and hedge their price risks over time, and therefore constituted an undue burden on interstate 
commerce.“ (Levin & Coburn, 2009) 
This study was contested by Stoll and Whaley (2009), which was funded by Gresham Investment Management LLC. 
Stoll and Whaley test index fund inflows for any influence on futures prices. In contrast to other studies, they do not 
find any significant connection between index fund investments and commodity price increases, however, they only 
take the large positions reported in the COT Report and only the positions of index funds into account. In addition, the 
objectivity of this study must be questioned, since financial positions in commodities are key business of Gresham. 
Neither did Irwin and Sanders (2010) determine increased prices nor increased volatility on futures markets for 
commodities as a result of investments in indexed commodity funds. In fact, according to their empirical research, the 
index investments caused decreased price volatility.  
Stoll and Whaley (2009) also analyzed the development of commodity prices both in and out of the index, finding a 
weak correlation of between 0.13 and 0.20 in both cases. They found a similarly weak correlation to index commodities 
for commodity prices outside of the indexes. From these findings they conclude that the index investments had no effect 
on the prices. Tang and Xiong (2012) calculated however, that there was no correlation (less than 0.1) between indexed 
commodities in the 1990s and early 2000s. The same was true among non-indexed commodities. In 2009 however, the 
correlation among indexed commodities increased to over 0.5, while the correlation for non-indexed commodities only 
increased to 0.2. This result can be traced back to the influence of index investments. The prices for indexed and 
non-indexed commodities developed differently between 2004 and 2008. The indexed commodities increased evenly in 
that period then fell, which did not reflect fundamental changes in supply and demand, rather in the flows of investment 
capital. The other commodities developed very differently. The same increase in demand for various products can have 
differing effects on prices if the supply elasticity differs. The market power on the supply side would also need to be 
considered, such as the OPEC cartel on the oil market.  
Stoll and Whaley (2009) also offer the argument that the shifts in futures positions before the phase-out would have led 
to significant jumps in prices if the index investors had influence over pricing, which was not the case. We can counter 
however, that the opposing positions must phase-out and be extended as long as we are not talking about a physical 
delivery that has been agreed upon. Bass (2011) points out that the investors keep their demand constant by rolling over 
their contracts.  
At bottom Stoll and Whaley (2009) contradict the Subcommittee and do not consider the functionality of futures 
markets to have been restricted by index investments because only 3% of the contracts from 2005 to 2009 were 
physically fulfilled, and thus could not have influenced the spot market. This also means that the differences from spot 
prices are not due to index investments. However this does not mean that the futures prices were not positively 
influenced, however. 97% non-physically fulfilled contracts indicate a large influence of non-commercial goods.  
Supporters of speculation offer other causes for the increase in food prices from 2007 to 2008. Irwin and Sanders (2010) 
argue that the greatly increased demand for commodities from China, India and other emerging markets, interruptions in 
oil production, less demand elasticity in consumers and US monetary policy were all causes of the price increases. 
Given the negative correlation between the real interest rate and commodity prices, Inamura, Kimata, Kimura and Muto 
(2011) conclude that too light of a US monetary policy supported the boom in commodity prices. The increased cost of 
biofuels and weather were given as causes for the increased grain prices (Irwin & Sanders, 2010). Frenk (2011) counters 
that although the Chinese demand for oil rose by 12% in 2008, Europe and the US entered a recession that brought the 
international demand for oil down. In fact oil supply increased in the first 6 months of 2008, which makes an increase in 
oil prices of 50% within the same time period inexplicable. Baffes and Haniotis (2010), like Lagi, Yavni Bar-Yam, 
Betrandand and Yaneer Bar-Yam (2011b), come to the conclusion from their study that neither the demand from 
emerging economies nor from biofuel production contributed significantly to the price boom in foods, rather that it was 
the demand from finance investors. Inamura (2011) also considers weather, tensions in the Middle East, and in 
particular the economic boom in emerging economies (output gap) insufficient to explain the large increase.  
The hedge fund manager Masters (2009) points out that neither the absolute increases of future oil prices before the 
financial crisis, nor the slump that followed, had been seen before:  
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“In fact, the volatility of the last two years has never been seen before in history. First, prices doubled from $70 to $140 
in twelve months. Then they crashed from $140 to $35 in the next six months. Then they doubled again from $35 to $70 
in the six months after that. All of this with not a single major disruption to oil supplies anywhere in the world.”  
In the end the slump in commodity prices after 2008 can only be explained by the lapse in speculation demand resulting 
from the financial crisis, since all other factors remained constant. 
Inamura (2011) found an increasing correlation between commodities and other forms of investment since 2005, and 
considers it to be an expression of the increased financialization of commodity markets by finance investors. The 
commodity markets reflect the same liquidity flows in this period as the stock markets. This is indeed an important 
observation, as the negative correlation is a main reason investors in commodities would diversify and thus reduce the 
risk of the portfolio as a whole (Markowitz, 1952).  
High futures prices induce a replenishing of stocks and an increase of storage capacity. Without high futures prices there 
would be no sure basis for the calculation of profit from commodity stocks, making it purely speculative. The higher 
future prices are, the higher the assured profits will be. Krugman (2011,  February 7) therefore sees an influence of 
futures prices on spot prices only via arbitrage, thus a scarcity in spot offers due to stock holding with a view to selling 
at higher future prices. He only sees this effect with copper and cotton however, not for agrarian products whose stock 
holding did not increase.  
For agrarian markets Will, Prehn, Pies and Glauben (2012) used wheat to determine a decline in stock keeping until 
2008. He admits that the data are incomplete however, since private stocks were not registered. Nonetheless, if storage 
capacities did not increase there is not necessarily anything we can conclude. If the investment costs for new storage 
capacity are high, futures prices must exceed spot prices for a longer time in order to make the investment worthwhile.  
3. Critique of Methodology 
Within the discussion both sides criticize one another’s methodological weaknesses in econometric studies based 
primarily on Granger. Irwin and Sanders’ results are criticized based on the fact that the Granger test is not an 
appropriate method with highly volatile variables, thus distorting results (Frenk, 2012). The problem is of a more 
fundamental nature, however. If causal variables are not eliminated, false correlations can show up in Granger tests 
(spurious regression). The same is true for purely coincidental correlations, which can show up particularly in short time 
periods of observation.    
As we have already shown, many speculation proponents argue that the greatly increased demand for commodities from 
China, India and other emerging economies, interruptions in oil production, less consumer demand elasticity and US 
monetary policy were all responsible for the price increases. Increased biofuel production and weather were considered 
to have caused the price increases (Irwin & Sanders, 2010). If so many factors were truly affecting prices and the 
Granger test would not have been applicable due to multi-causality. The same is true for the effects of weather, since the 
required stationarity of variables would not be given (Schulze, 2004; Hassler, 2003). Highly volatile variables such as 
stock prices or commodities prices were also determined to have insufficient covariant stationarity, thus the requirement 
for the regression of time series is not met (Pagan &Schwert, 1990; Phillips &Loretan 1990; Frenk 2011; Schlecker, 
2014). 
Irwin and Sander have been criticized for using lags of one week whereby price influences are exceeding one week, as 
well as for using non-representational data (Frank 2011). The same is true for the Stoll and Whaley study. The positions 
of the index funds are not transparent because the DCOT Swap Dealer Data also contains positions from other market 
participants. The Commodities Futures Trading Commission (CFTC) estimates in fact that only 41% of the positions for 
crude oil futures belong to the index funds (Frenk 2011; Masters & White, 2008). This represents a general problem. 
The quality of the data is also questionable, since it is generally based on questionnaires or is incomplete: 
“There have been ongoing complaints that the legacy COT trader designations may be inaccurate … As one example, 
speculators may have an incentive to self-classify their activity as commercial hedging to circumvent speculative 
position limits in some markets. But, the CFTC implements a fairly rigorous process—including statements of cash 
positions in the underlying commodity—to ensure that commercial traders have an underlying risk associated with 
futures positions. However, in recent years industry participants began to suspect that these data were contaminated 
because the underlying risk for many reporting commercials was not a position in the physical commodity… Rather, the 
reporting commercials were banks and other swap dealers hedging risk associated with over-the-counter (OTC) 
derivative positions.” (Irwin & Sanders, 2012; Frenk, 2011). 
OTC derivatives were not even required to be posted in the time periods examined. Only after the financial crisis it was 
decreed that derivatives had to be registered or dealt via clearing houses (Conrad, 2013). 
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According to the scientists of the Raiffeisen Association the majority of empirical studies show no verifiable connection 
between stock volumes and the price increase: 
“Quite the opposite, the large majority of papers written on this topic to date - though also based on suboptimal futures 
market data sets - come to the conclusion that there no causal connection exists between stock volumes and price 
increases.” (Petersen, Herlinghaus, & Menrad, 2012, translation by the author). 
The NGO WEED disagrees and lists over 100 empirical studies that are critical of speculation (Weed, 2013). The 
economic ethicist Pies examined 35 studies and concluded that no negative effect from commodity speculation could be 
proven (Will, Prehn, Pies, & Glauben, 2012).WEED accuses Pies of not examining important studies critiquing 
speculation and having biased criticism against the methodology used in studies critical of speculation (Henn, 2013). 
Irwin reviews the evidence from recent studies and argues that “the growing body of literature fails to find compelling 
evidence that buying pressure from commodity index investment in recent years caused a massive bubble in agricultural 
future prices.” (Irwin, 2013).  
Both positions are in fact supportable using the empirical studies that have been conducted. One part of the studies 
shows that speculation has influenced commodity prices and the other part proves the opposite. We see here the 
dilemma of econometric research. There is no proof of causality, as there can be many factors behind a correlation.  
After innumerable studies examining the same thing and coming to different conclusions, it is time to make a change. It 
is clear that using econometrics proves neither the influence of speculation nor its absence. Additional studies will not 
change that fact. The two camps of advocates and critics of speculation are still at a draw. Logic should therefore be 
used as an alternative economic method to analyze the effects of commodity speculation based on known and widely 
accepted facts. 
4. The Logic of Speculation 
Stoll and Whaley argue that investment in commodities is no different than invest in stocks, for example. They fail to 
note however, that the money flowing into commodities is not productive. No production sites are financed, as may be 
the case with stocks. Commodity investments do not increase the growth of a national economy. There is also no direct 
offset for scarcities, such as arbitrage and thus making the most of spatial price differences. An investment in 
commodities is always in the expectation of future price increases and is therefore speculation. Even if the motivation is 
to diversify a portfolio, the investor still expects increasing commodity prices. Prices may increase due to scarcity, but 
there are other causes such as cost increases and inflation. As the utilization of spatial price differences, speculation can 
balance out future imbalances between supply and demand if the speculation demand leads to a price increase that 
signals producers to increase their supply. Such a chain of events is not necessarily the case however, since the future 
scarcity of goods, thus prices different from current prices, is not assured. In order to divert production in the right 
direction, the speculators must be better informed than the market, which is not generally to be assumed. The opposite is 
also a possibility, namely that speculation creates a false signal for production.  
Speculating at one’s own risk is a fundamental part of a market-based system. New market participants entering both 
sides of the market through speculation by buying or selling has a stabilizing effect on prices because of the increased 
liquidity. Gary Cohn, Co-President, Managing Director and CEO of Goldman Sachs New York, argues in favor of 
allowing non-commercials because where once there were only producers that wanted to sell on futures markets to 
secure their interests against price fluctuations, now liquidity is available from the other side thanks to non-commercials 
(Cohn, 2008). With this argument Cohn is forgetting to mention the downstream users of commodities, who are the 
traditional buyers of commodities and agrarian products on the futures market. In addition, index investors sell 
differently than speculators because they buy to diversify their portfolios or they want to keep long positions in 
commodities and risk diversification at a certain proportion to their other stocks. Their profit orientation is also contrary 
to the downstream users, who want to buy at low prices. Increasing prices attract more investors. 
“Traditional Speculators provide liquidity by both buying and selling futures. Index Speculators buy futures and then 
roll their positions by buying calendar spreads. They never sell. Therefore, they consume liquidity and provide zero 
benefit to the futures markets.” (Masters, 2009). 
Cheng, Kirilenko and Xiong also show the flip side of liquidity flow. Liquidity flowing in from non-commercials makes 
the goods dealt on the market fungible, but the 2008 reduction in liquidity put the market under pressure. Emerging 
markets experienced a similar phenomenon during the Asian crisis of 1997 (Cheng, Kirilenko, & Xiong, 2012). 
Krugman considers speculation to be a zero sum game. Every futures long contract is accompanied by a short contract, 
which is why he does not see any influence on prices. “Buying a futures contract for oil does not reduce the quantity of 
oil available for consumption; there’s no such thing as “virtual hoarding””. (Krugman, 2008, June 21). One must point 
out however, that the supply and demand on the spot market may not be influenced, but they are on the futures market. 
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Of course a futures contract can only be concluded on the futures market if there is a short position corresponding to the 
long position, but excess demand will only increase prices until a market participant considers the offset lucrative. In 
short, if everything else says the same, an additional demand for commodities increases prices on futures markets. Even 
if futures prices do not influence spot prices with a supply scarcity resulting from increased stock holding, it is still 
possible for expectations to have an influence. Lagi et al. (2011a) have shown this: “… we interviewed participants in 
the spot market who state unequivocally that they base current prices on the futures market. The use of futures prices as 
a reference enables speculative bubbles on the futures market to influence actual food prices.” 
Krugman is correct in that speculation is in principle a zero sum game. What one actor wins, another must lose. In the 
case of commodity speculation, the speculators can fulfill an important function by buying forward the commodities 
from downstream users and thus reducing the risk of price changes. In such a case they fill the purpose of insurance, 
which also a central argument of those in favor of unimpeded speculation (Pies & Will, 2013). 
With such an argument however, we must remember that a producer can meanwhile be facing up to 4 speculators and 
thus speculation goes far beyond simple insurance. The speculators may buy and sell amongst one another (Domanski& 
Heath, 2007), which can nevertheless lead to an increase of futures prices with excess demand. The index funds 
invested almost exclusively long until the peak of 2008, which created a great deal of excess demand (Stoll & Whaley, 
2009). 
5. Conclusion 
Does speculation has an effect on spot prices which would increase the living costs with unethical effects especially for 
poor countries? The fact is that financialization has caused new market participants to join commodities and agricultural 
markets with distinct economic motivations. Because the investors were interested in diversifying their portfolios, 
massive long positions were built up until the financial crisis. Many billions of dollars thus came into the markets as 
additional demand. Since the investors did not want the commodities delivered, the additional demand ad a direct 
influence only on futures markets, not on spot markets. This caused an increase in the secure stock profits that, as long 
as they were greater than the cost of storage, would lead sooner or later to a scarcity in supply and thus to increased spot 
market prices. We can therefore assume an influence of futures prices on spot prices if the excess demand on the futures 
market is high and stays high over a longer time period. If commodity and agriculture producers think futures prices are 
at a historic high they will sell their production forward, which removes the supply from the future spot market. 
Increasing prices for end and intermediate goods involving commodities and agriculture product are also possible if the 
downstream producers secure their positions on futures markets at a high price level. So we come to the conclusion that 
speculation influence spot prices of commodities and food prices if it creates a significant excess demand over a 
significant time period. In this case speculation might be seen as unethical, why regulation should be discussed. 
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